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Current Renegotiation Legislation 


By CARL J. SIMON 
(New York Office) 


With recent substantial increases 
in the volume of military procure- 
ment, the question arose of govern- 
ment policy in the limitation of 
profits on military contracts. As in 
World War II, renegotiation was 
selected as the final instrument of 
such policy; it represents in prac- 
tice a flexible limitation on profits 
imposed retrospectively, as opposed 
to an inflexible limitation imposed 
prospectively, as exemplified by the 
Vinson Act. The choice of rene- 
gotiation in 1942, 1948, and in 
subsequent years was probably 
predicated upon the proposition 
that the elimination of excessive 
profits in times of national emer- 
gency was of such importance that 
its accomplishment could not safely 
be entrusted to an_ inflexible 
formula. 

There seems to be general agree- 
ment that renegotiation, in spite of 
inherent difficulties, was on the 
whole well administered in World 
War II. One of the advantages 
which is cited by its proponents 
was the quick acceleration of the 
procurement process in the early 
days of the war. Manufacturers 
were asked to produce articles 
which were completely unfamiliar 
to them, or in unheard of quanti- 


ties, or both. New production 
facilities had to be constructed, 
and management was faced with 
many uncertainties, particularly 
manpower and material shortages. 
Under these circumstances, it was 
almost impossible to estimate costs 
or prices with any degree of ac- 
curacy. However, procurement at 
the most rapid pace possible was 
required, and contracts for billions 
of dollars of material were signed. 
Procurement authorities did not 
have to be concerned lest these 
contracts prove to have been let at 
excessive prices, since they knew 
that such contracts would be sub- 
ject to renegotiation. Another 
advantage stated has been that 
allowable profits were established 
by a single agency as opposed to the 
several procurement agencies, re- 
sulting in more uniform treatment 
to military contractors. But per- 
haps the advantage in the renego- 
tiation process which is the most 
important to government is also 
the one of most importance to 
industry: renegotiation refutes, or 
should refute, any accusations of 
profiteering on the part of industry 
in times of national emergency. 
On the other hand, many objec- 
tions have been made to renego- 
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tiation. There is no question that 
it placed the burden of uncertainty 
upon contractors since in practice 
allowable profits were usually not 
known until long after they had 
been earned. Many businessmen 
feel that despite the statutory 
requirement that the efficiency of 
the contractor and similar factors 
should govern the amount of allow- 
able profits, renegotiation may 
represent, in effect, a 100 per cent 
tax on profits within the range of 
its application, thus encouraging, 
if not subsidizing, inefficiency con- 
trary to the stated intent of the 
law. Another criticism is that 
renegotiation is a one-way process 
in favor of the government and not 
a true renegotiation which might 
also eliminate inequities suffered 
by the contractor. The current 
need for renegotiation has also been 
questioned in view of the substan- 
tial sharpening of the tools of price 
control by agencies in recent years; 
in practice, excessive profits of 
prime contractors are probably 
prevented or eliminated to a great 
extent by procurement agencies. 
However, the government’s legis- 
lative policy for limiting profits on 
military contracts appears to be 
well fixed; businessmen who feel 
that renegotiation may result in 
inequities are probably well advised 
to work within rather than against 
the renegotiation process. 

Without attempting to weigh the 
pros and cons of renegotiation, 
consideration will be given to the 


principal features of current legis- 
lation on renegotiation. 

The World War II renegotiation 
statutes did not apply to business 
done after December 31, 1945. In 
May, 1948, with the government’s 
program for a rapid expansion of 
air power, the Renegotiation Act 
of 1948, applying only to the pro- 
curement of aircraft and aircraft 
parts, was passed. Subsequent 
amendments broadened its appli- 
cation; it was superseded as of 
January 1, 1951, by the Renego- 
tiation Act of 1951, which bears 
more resemblance to the World 
War II legislation and which applies 
generally to all military contracts 
with certain exemptions. The 1951 
Act, enacted on March 23, 1951, 
establishes a period of limitation 
for filing claims for net renegotia- 
tion rebates under the World War 
II statutes, abolishes the Board 
which functioned thereunder and 
effects administrative transfers of 
its remaining duties. 

There follows a general compari- 
son of certain major features of the 
1948 Act and regulations with those 
of the 1951 Act. Specific points 
should, in practice, be checked with 
the law, regulations or adminis- 
trative authorities, since many com- 
plex and difficult questions arise 
in renegotiation procedure. Since 
the 1951 Act will be of more general 
interest, in view of its broader 
coverage and of increasing military 
procurement, it will be discussed 
in greater detail later in this article. 
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GENERAL COMPARISON OF THE CURRENT 
RENEGOTIATION ACTS 
1948 AcT 1951 AcT 
CONTRACTS AND SUBCONTRACTS SUBJECT TO RENEGOTIATION 

Military contracts for aircraft and aircraft Military contracts to the extent of receipts 

parts from May 21, 1948, to June 30, 1949. or accruals after December 31, 1950, 
Negotiated military contracts from July 1, relating to performance after June 30, 

1949, to December 31, 1950. 1950. 

MINIMUM AMOUNTS SUBJECT TO RENEGOTIATION 


Renegotiable business must exceed $100,000 Renegotiable business must exceed $250,000 
per fiscal year. per fiscal year, except for contract brokers, 
whose renegotiable business need exceed 

only $25,000. 


EXEMPTIONS 
1. Contracts of a Department with other 1. The same, except contracts with other 
governmental agencies, States, foreign governmental agencies not specifically 
governments, etc. exempt. 


bo 


. Contracts and subcontracts for agricul- 2. Unchanged. 

tural commodities in the first form or 
state customarily sold, with a cost allow- 
ance for integrated producers. 

3. Contracts and subcontracts for products 3. Unchanged. 
of a mine, oil or gas well, timber, etc. in 
the first form suitable for industrial use, 
with a cost allowance for integrated pro- 
ducers. 

4. Contracts and subcontracts for services 4. Unchanged. 
of public utilities at prices not in excess 
of regular published rates. 

5. Contracts and subcontracts with tax 5. Limited to income not includible in un- 
exempt charitable, religious or educa- related business net income of the 
tional institutions. organization. 

6. From July 1, 1949 to December 31, 1950 6. No exemption provided. 

contracts other than negotiated contracts 

and subcontracts thereunder. 


~“] 
~] 


. Subcontracts for machinery, equipment . Partial exemption for subcontracts for 
or materials used in processing of an end new durable production machinery. 
product, provided they do not become 
part of such end product, and certain 
related subcontracts. 


8. Contracts and subcontracts of $1,000 or 8. No exemption provided. 
less. 


Oo 


§. Minor exemptions granted under per- 9. Certain permissive exemptions: allowed 
missive powers of the Secretary of in discretion of Renegotiation Board. 
Defense. 


| 
| 
| 
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GENERAL COMPARISON OF THE CURRENT 
RENEGOTIATION ACTS—Continued 


1948 Act 


1951 AcT 


PERIOD OF LIMITATION OF CONTRACTOR’S LIABILITY 


Originally none by statute, except when 
final agreement was executed; amended 
by 1951 Act to provide a period similar 
to that under the 1951 Act. 


One year from filing annual report, if no 
renegotiation proceeding has begun; or 
two years from beginning of proceeding if 
no agreement or order is made. 


FACTORS FOR THE DETERMINATION OF EXCESSIVE PROFITS 


Efficiency. 

Reasonableness of costs and profits. 

Amount and source of public and private 
capital employed. 

Extent of risk assumed. 

Contribution to the national security. 

Character of business. 


Unchanged. 
Unchanged. 
Unchanged. 


Unchanged. 
Unchanged. 
Unchanged. 


Loss CARRY-OVER 


No deduction allowed; however, renegoti- 
able losses in the prior year may be con- 
sidered in determining the reasonableness 
of profits of the subsequent year. 


Renegotiable loss in one year may be carried 
forward, as an item of cost in the next 
fiscal year, unless such loss was due to the 
contractor’s gross inefficiency. 


FILING REQUIREMENTS 


Statement to be filed on or before last day of 
fifth month after close of fiscal year (for 
calendar year companies, May 31). 


Statement to be filed on or before first day of 
fourth month after close of fiscal year (for 
calendar year companies, April lst). 


ADMINISTRATION 


Secretary of Defense, and by delegation of 
authority, the Military Renegotiation 


Policy and Review Board and other 
boards. 


Renegotiation Board, consisting of five 
members, an independent establishment 
in the executive branch of the govern- 
ment. 


PROVISIONS OF THE RENEGOTIATION ACT OF 1951 


CONTRACTS SUBJECT TO RENEGO- 
TIATION—GENERAL PROVISIONS 


The 1951 law covers contracts 
and subcontracts with certain de- 
partments and agencies of the 
government to the extent of re- 
ceipts or accruals on or after 
January 1, 1951, which are attribu- 


table to performance after June 30, 
1950, no matter when the contract 
or subcontract was made. The 
departments and agencies involved 
include the following specifically 
named, and such other agencies of 
the government exercising func- 
tions having a direct and imme- 
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diate connection with the national 
defense as the President shall 
designate: 
Department of Defense 
Department of the Army 
Department of the Navy 
Department of the Air Force 
Department of Commerce 
General Services Administration 
Atomic Energy Commission 
Reconstruction Finance Corporation 
Canal Zone Government 
Panama Canal Company 
Housing and Home Finance Agency 


Under contracts with departments 
or agencies subsequently named by 
the President, the effective date 
(corresponding to January 1, 1951, 
above) shall be the first day of the 
first month following such desig- 
nation. 

The Renegotiation Act of 1948 
no longer applies to receipts or 
accruals on or after January 1, 
1951. When a contractor or sub- 
contractor has a fiscal year begin- 
ning in 1950 and ending in 1951 
and has receipts or accruals subject 
to the applicable renegotiation act 
in both calendar years, the con- 
tractor and the Board may agree 
that the Renegotiation Act of 1951 
shall apply to receipts or accruals 
for the entire fiscal year. 

The term “subcontract’”’ used in 
the 1951 law is specifically defined 
to include purchase orders or agree- 
ments antedating the prime con- 
tract. It comprises any agreement 
to perform all or part of the work, 
or to furnish any materials required 
for the performance of the prime 


contract or related subcontract. 
Specifically excluded from this 
definition are purchase orders to 
furnish office supplies. 

The profit limitation provisions 
of the Vinson Act do not apply 
to any contracts or subcontracts 
if receipts or accruals therefrom 
are subject to the 1951 Act. The 
same suspension applies to section 
505(b) of the Merchant Marine 
Act of 1936, except that the con- 
tract or subcontract must have been 
made after December 31, 1950. 

It is expressly stated in the new 
law that its provisions shall not 
be applicable to receipts or accruals 
attributable to performance after 
December 31, 1953. 


EXCLUSIONS AND EXEMPTIONS 


Minimum Amounts Subject to 
Renegotiation—The aggregate of the 
amounts received or accrued from 
renegotiable contracts or subcon- 
tracts during a fiscal year must 
exceed $250,000 before any of the 
contracts will be renegotiated; and 
no determination of excessive 
profits to be eliminated shall be 
in an amount that will reduce 
renegotiable receipts or accruals 
below $250,000. 

Subcontractors known as con- 
tract brokers are subject to a 
specific exemption of $25,000. The 
law defines contracts subject to 
this exemption as follows: 


“ 


. any contract or arrangement (other 
than a contract or arrangement between two 
contracting parties, one of whom is found 
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by the Board to be a bona fide executive 
officer, partner, or full-time employee of the 
other contracting party) under which— 


(A) any amount payable is contingent 
upon the procurement of a contract 
or contracts with a Department or 
of a subcontract or subcontracts; 
or 


S 


any amount payable is determined 
with reference to the amount of a 
contract or contracts with a De- 
partment or of a subcontract or 
subcontracts; or 


\ 


0 


) any part of the services performed 
or to be performed consists of the 
soliciting, attempting to procure, 
or procuring a contract or con- 
tracts with a Department or a sub- 
contract or subcontracts.” 


In determining the aggregate of 
the amounts received or accrued 
for the purpose of the dollar 
exemptions, there shall be included 
all amounts received by the con- 
tractor or subcontractor and all 
persons under his common control, 
but there shall be eliminated all 
amounts received by the members 
of this “common control’ from 
other members. The specific ex- 
emptions shall be prorated in all 
cases of less than a full year. 


Mandatory Exemptions—The fol- 
lowing types of contracts are 
specifically exempt from the Rene- 
gotiation Act of 1951: 

(1) Contracts by a Department with Terri- 
tories, possessions, or States, or any 
agency or political subdivision thereof, 
or with foreign governments or any 
agency thereof; 


(2 


— 


Contracts or subcontracts for an agri- 
cultural commodity in its raw or natural 


state, or in the first form or state in 
which it is customarily sold or in which 
it has an established market; 


(3) 


~ 


Contracts or subcontracts for the pro- 
duct of a mine, oil or gas well, or other 
mineral or natural deposit, or timber, 
which has not been processed, refined or 
treated beyond the first form or state 
suitable for industrial use; 


(4 


— 


Contracts or subcontracts with a com- 
mon carrier for transportation, or with 
a public utility for gas, electric energy, 
water, communications, or transporta- 
tion, if the rates used are not in excess 
of the regular published rates; 


(5) Contracts or subcontracts with organiz- 
ations exempt from taxation under 
section 101(6) of the Internal Revenue 
Code, if the income from such contract 
is not includible in computing unrelated 
business net income under section 422 of 
the code; 


Contracts which the Board determines 
do not have a direct and immediate con- 
nection with the national defense; and 


(6 


wm 


(7) Any subcontract directly or indirectly 
under exempt contracts or subcontracts 
included in (1) to (6), above. 


Cost Allowance—To insure the 
fair treatment of contractors and 
subcontractors who produce or 
acquire items listed in (2) or (3) 
above and who process, refine or 
treat such products beyond the 
first form suitable for industrial 
use or in which they are custo- 
marily sold, the Renegotiation 
Board shall give such contractors 
or subcontractors a cost allowance 
substantially equivalent to the 
amount that would have been 
realized if the products had been 
sold in the first form or state. 
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Such contractors and subcon- 
tractors shall also be allowed that 
portion of the renegotiable profits 
attributable to the increment in 
value of the excess inventory. 
Excess inventory means inventory 
of products listed in (2) or (3) 
above (for example, raw cotton 
or unrefined metals), in excess of 
the inventory reasonably necessary 
to fulfill existing contracts or orders. 
Any increment in value of this 
inventory, when used to fill future 
orders, is considered more or less 
a speculative profit and not a profit 
as a result of contracts with a 
Department. The Board is re- 
quired to prescribe regulations 
covering this matter in detail. 


Partial Mandatory Exemption for 
Durable Productive Equipment— 
Durable productive equipment 
means machinery, tools or other 
equipment which is not acquired 
for the account of the government, 
and which has an average useful 
life of more than five years. Re- 
ceipts or accruals (other than rents) 
from subcontracts for such equip- 
ment are given a partial exemption; 
only that part of the receipts or 
accruals is subject to renegotiation 
which bears the same ratio to the 
total as five years bears to the 
average useful life of the equip- 
ment, as set forth in Bulletin F 
of the Bureau of Internal Revenue 
(1942 edition), or if an average 
useful life is not so set forth, then 
as estimated by the Board. 


Permissive Exemptions—The Re- 
negotiation Board has discretionary 
authority to exempt any or all of 
the following types of contracts or 
subcontracts from the provisions 
of the 1951 Act: 


(1) Those performed outside of the con- 
tinental limits of the United States or 
Alaska; 

(2) Those under the terms of which the 
profits can be determined with reason- 
able certainty when the contract price is 
established. Examples given in the law 
include leases and license agreements; 
agreements for personal services or for 
the purchase of real property, perish- 
able goods or commodities with a regu- 
lated minimum price; and agreements 
where the period for performance is less 
than thirty days; 


— 


(3) Those where the provisions of the con- 
tract are otherwise adequate to prevent 


excessive profits; 


(4) Those whose renegotiation would jeop- 
ardize secrecy required in the public 
interest; and 


Ci 
— 


Subcontracts where it is not administra- 
tively feasible to determine or segregate 
renegotiable profits from profits at- 
tributable to activities not subject to 
renegotiation. 


The Board may exempt these con- 
tracts or subcontracts both indi- 
vidually and by general classes or 
types. 


RENEGOTIATION PROCEDURE 


Proceedings Before the Board— 
Renegotiation proceedings shall 
commence by the mailing of notice 
to that effect, by registered mail, 
to the contractor or subcontractor. 
The Board shall endeavor to con- 
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clude an agreement with the con- 
tractor or subcontractor with 
respect to the elimination of exces- 
sive profits, if any. If no agreement 
is made, the Board shall issue an 
order determining the amount of 
excessive profits, if any, and shall 
give notice thereof, by registered 
mail. Subject to petition for review 
by the Tax Court being filed within 
the time limit allowed, the Board’s 
order shall be conclusive and shall 
not be open to review or redetermin- 
ation by any court or other agency. 

Unless the contractor or subcon- 
tractor requests otherwise, rene- 
gotiation shall be conducted with 
respect to the total renegotiable 
business for the year, and not with 
respect to individual contracts or 
subcontracts. 

By agreement with any con- 
tractor or subcontractor, the Board 
may, in its discretion, conduct 
renegotiation on a_ consolidated 
basis in order properly to reflect 
excessive profits of two or more 
related contractors or subcon- 
tractors. Renegotiation shall be 
conducted on a consolidated basis 
with a parent and its subsidiaries 
constituting an affiliated group 
under section 141(d) of the Internal 
Revenue Code, provided all the 
corporations request renegotiation 
on a consolidated basis. They also 
must agree to the regulations pre- 
scribed by the Board with respect 
to (1) the determination and elimi- 
nation of excessive profits of the 
group, and (2) the determination 


of the amount of excessive profits 
allocable, for the purposes of section 
3806 of the Internal Revenue Code, 
to each corporation. 

Contractors and subcontractors - 
are entitled to receive from the 
Board, upon request, a statement 
of the Board’s determination of 
excessive profits, when made by 
order, of the facts used as a basis 
therefor, and of its reasons for 
such determination. The statement 
may not be used, however, before 
the Tax Court as proof of the facts 
or conclusions stated therein. 

After an agreement is made or 
an order entered, the Board shall 
direct the head of the government 
agency concerned to eliminate ex- 
cessive profits by any or all of the 
following means: 


(1) By reducing the amount payable under 
contracts with the Departments or by 
revision of their terms; 


(2 


~~ 


By withholding the amount payable 
from any other sums due to the con- 
tractor; 


(3 


~~ 


By directing any contractor or subcon- 
tractor to withhold payments from a 
company having excessive profits to be 
eliminated and to turn over such pay- 
ments to the Government; 


(4 


~~ 


By recovery through payment, repay- 
ment, credit or suit from the contractor 
or subcontractor or from any person 
named in (3), above. 


Interest shall accrue at the rate 
of 4 per cent per annum on unpaid 
excessive profits beginning 30 days 
after an order by the Board or from 
the date fixed for repayment in an 
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agreement. If a petition for review 
is filed with the Tax Court, how- 
ever, no interest shall accrue after 
three years from the date of filing, 
provided the Tax Court has not 
handed down a final determination 
within the three-year period. 

In eliminating excessive profits, 
the Secretary of the Treasury shall 
allow the contractor or subcon- 
tractor credit for Federal income 
and excess profits taxes as provided 
in section 3806 of the Internal 
Revenue Code. 

The period of limitation of 
liability under renegotiation is 
established as follows: one year 
from the date of filing financial 
statements with the Board if no 
proceeding is commenced; and two 
years from the date of commence- 
ment of renegotiation proceeding, 
if no agreement or order is made. 
The two-year period may be ex- 
tended by mutual agreement and 
shall be extended if an order, made 
by an agency to whom such au- 
thority has been delegated by the 
Board, is awaiting review by the 
Board. The 1951 Act provides a 
similar period of limitation for 
liability under the 1948 Act with 
the additional provision that, if no 
proceeding is commenced, liability 
of the contractor shall cease one 
year after filing the mandatory 
statement, or six months after 
enactment of the 1951 law, which- 
ever is later. 

Review by the Tax Couri—A 
person aggrieved by an order of 


the Board may appeal within 90 
days of mailing of the notice for a 
redetermination by the Tax Court 


of the United States. The Tax 
Court has final and conclusive 
authority, and the proceeding 


before it is de novo, not a review of 
the Board’s order. When a con- 
tractor has rebated excessive profits, 
as for instance, to prevent interest 
charges from accumulating, any 
refund ordered by the Tax Court 
bears interest at the rate of 4 per 
cent per annum from the date 
of collection by the United States 
to the date of refund. 


DETERMINATION OF EXCESSIVE 
PROFITS 


The term “excessive profits’ 
means the portion of the profits 
derived from contracts with the 
Departments and subcontracts de- 
termined to be excessive. 

The term “profits derived from 
contracts with the Departments and 
subcontracts’’ means the excess of 
the amount received or accrued 
thereunder over the costs paid or 
incurred with respect thereto and 
determined to be allocable thereto. 
All items allowable as deductions 
and exclusions under Chapter I of 
the Internal Revenue Code (except 
taxes measured by income) shall 
be allowable as costs to the extent 
allocable to renegotiable contracts 
or subcontracts. Costs shall be 
determined in accordance with the 
method of accounting regularly 
employed by the contractor, but, 
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if the Board or Tax Court finds 

that such method does not properly 

reflect costs, the costs shall be 
determined by such method as the 

Board or Tax Court finds does 

properly reflect costs. 

In determining excessive profits, 
the Board shall give favorable 
recognition to efficiency, with par- 
ticular regard to attainment of 
quantity and quality production, 
reduction of costs, and economy 
in the use of materials, facilities 
and manpower. The law states 
further that the following factors 
shall also be taken into considera- 
tion: 

**(1) Reasonableness of costs and profits 
with particular regard to volume of pro- 
duction, normal earnings, and compari- 
son of war and peacetime products; 


(2) The net worth, with particular regard to 
the amount and source of public and 
private capital employed; 


(3 


wa 


Extent of risk assumed, including the 
risk incident to reasonable pricing 
policies; 

(4) Nature and extent of contribution to 
the defense effort, including inventive 
and developmental contribution and 
cooperation with the Government and 
other contractors in supplying technical 
assistance; 

Character of business, including source 
and nature of materials, complexity of 
manufacturing technique, character and 
extent of subcontracting, and rate of 
turn-over; 

Such other factors the consideration of 
which the public interest and fair and 
equitable dealing may require, which 
factors shall be published in the regula- 
tions of the Board from time to time as 
adopted.” 


= 
ou 


(6 


~ 


In determining the excessive 
profits to be eliminated, proper 
adjustment shall be made for taxes 
measured by income, other than 
Federal taxes, attributable to 
profits not considered excessive. 

A provision of the new law is the 
“loss carry-over” feature, which 
permits a loss on _ renegotiable 
contracts or subcontracts in any 
fiscal year to be carried forward 
as an item of cost in the next fiscal 
year, provided such loss did not 
result from gross inefficiency of the 
contractor or subcontractor. No 
loss in a fiscal year ending prior to 
January 1, 1951, may be carried 
forward. 


FURNISHING OF FINANCIAL 
STATEMENTS 


All persons holding contracts or 
subcontracts subject to renego- 
tiation must file a financial state- 
ment with the Board on or before 
the first day of the fourth calendar 
month following the close of the 
fiscal year. (For calendar year 
companies, the first report is due 
on or before April 1, 1952.) Regu- 
lations will be issued to prescribe 
the form and detail of the financial 
statement. 

The Board may, of course, re- 
quest such other information as 
may be necessary, and any person 
who wilfully fails or refuses to 
furnish such information or who 
knowingly furnishes it falsely, is 
subject to a fine of not more than 
$10,000 or imprisonment for not 
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more than one year, or both. The 
Board also has the right to audit 
the books and records of anyone 


_ subject to the law. 


RENEGOTIATION CLAUSE IN 
CONTRACTS 


All contracts and subcontracts 
subject to renegotiation made 
thirty days or more after enactment 
of the 1951 Act shall bear a pro- 
vision stating in effect that the 
contractor agrees to the elimination 
of excessive profits through rene- 
gotiation; that the excessive profits, 
if any, may be recovered by the 
United States by the methods 
allowed; and that he will insert 
similar clauses in any related sub- 
contracts. 

Mere insertion of the clause in 
a contract not subject to renego- 
tiation under the law does not bind 
the contractor; and omission of the 
clause from a contract subject to 
renegotiation does not render it 
exempt. 


RENEGOTIATION BOARD 


The Board consists of five mem- 
bers, appointed by the President, 
by and with the advice and consent 
of the Senate. The Secretaries of 
the Army, the Navy, and the Air 
Force, subject to the approval of 
the Secretary of Defense, and the 
Administrator of General Services 
shall each recommend to the Presi- 
dent one person from civilian life 
to serve. The President shall desig- 





nate one member to act as Chair- 
man, who shall receive a salary of 
$17,500 per annum. The other 
members shall each receive $15,000 
annually, and no member may 
actively engage in any other busi- 
ness, vocation or employment. 

The Board may delegate its 
power to conduct renegotiation 
proceedings to any agency of the 
government. It may review the 
determination in any case not 
initially conducted by it, on its 
own motion, or, in its discretion, 
at the request of the contractor. 
Unless the Board initiates a review, 
or the contractor requests one, 
within 90 days of the determination, 
such determination shall be con- 
sidered an order of the Board. 

The War Contracts Price Adjust- 
ment Board, which was created by 
the World War II Act, is abolished; 
and most of its powers and duties 
transferred to the new Renego- 
tiation Board. Certain functions 
carried over from the War, however, 
are transferred to the Administrator 
of General Services, particularly 
the determination of renegotiation 
rebates to be paid to contractor. 
These administrative transfers shall 
become effective 60 days after en- 
actment of the 1951 Act. 


RENEGOTIATION REBATES UNDER 
WORLD WaARr II AcT 


Claims for net renegotiation re- 
bates relating to the recomputation 
of the amortization deduction under 
the World War II Act must be 
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filed with the Administrator of 
General Services on or before June 
30, 1951, or ninety days after the 


making of an agreement or order 
determining excessive profits, which- 
ever is later. 


THE ROLE OF THE ACCOUNTANT IN RENEGOTIATION 


Renegotiation procedure requires 
an answer to two basic questions: 
first, how much are the renegotiable 
profits and second, what part, if 
any, of such profits is excessive? 

The answer to the first question 
lies primarily within the province 
of accounting. 

The accountant’s job of preparing 
a statement showing the renego- 
tiable profits involves segregation 
of income, costs and expenses 
between renegotiable and nonrene- 
gotiable business, application of 
any necessary adjustments, and 
classification in the required form. 
Renegotiable profits are profits 
before federal taxes on income. 
Segregation of sales is ordinarily 
a matter of analysis; a prime con- 
tractor may determine his rene- 
gotiable sales without great dif- 
ficulty by reference to contracts, 
but such determination may be 
very difficult for a subcontractor 
since his status usually must be 
determined by reference to his 
prime contractor’s status. While 
the segregation of direct costs of 
sales is ordinarily a matter of 
analysis, indirect costs and expenses 
must usually be apportioned; with- 
out discussing apportionment 
methods in detail, a simple over-all 
method based on the relative per- 


centages of segregated direct costs 
often has merit. 


In practice, profits for renego- 
tiation purposes are usually stated 
on the basis of income for federal 
income tax purposes. The 1951 
Act directs, in general, that all 
costs and expenses deductible for 
federal income tax purposes shall, 
if allocable to renegotiable business, 
be deductible in renegotiation; the 
implication is that this is a mini- 
mum allowance and that the further 
requirement in the law, that costs 
shall be determined in accordance 
with the method of accounting 
regularly employed, shall govern. 
In practice, under the World War 
II and 1948 Acts, taxable income 
served as the usual basis of deter- 
mining renegotiable profits, excep- 
tions being made only in unusual 
cases; this procedure probably 
arose in the interest of uniformity. 
Thus, disallowances of costs and 
expenses should be confined to 
items not deductible for tax pur- 
poses or to items not allocable to 
renegotiable business. 


The preparation of the material 
to furnish the answer to the second 
question lies largely within the 
province of accounting. 

(Continued on page 24) 
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Embezzlers—Medium and Choice 


By H. L. HOFFMAN 
(Chicago Office) 


Breach of fidelity on the part of 
employees is a more common oc- 
currence than is often realized. 
One fidelity insurance company 
reports that its adjusters have 
received, during the last forty 
years, a daily average of upwards 
of one hundred dishonesty claims. 
These reports, of course, cover only 
men and women who were bonded, 
but it must be noted that they 
had passed the scrutiny of both 
employer and underwriter many 
days (or years) before the shortage 
took place. 

‘“‘Embezzler’”’ appears to be the 
popular term used for employees 
who take money from their em- 
ployers. The reason may be found 
in an old dictionary consulted for 
that purpose. The definitions given 
there are as follows: 


Defaulter—One who fails to account for 
trust money—also one who fails to pay 
debts, especially racing debts. 


Absconder—One who departs suddenly and 
hides himself. 


Embezzler—One who misappropriates se- 
cretly. 

It would seem that if only the 
above definitions are used the 
latter two are subclassifications of 
the first. At any rate the embezzler 
seems to be the one who exercises 
the most ingenuity and who can 
operate longest without discovery. 


An embezzler is very much like 
any one else. He is usually intelli- 
gent, or at least cunning. He is an 
employee who is placed in a re- 
sponsible position. This follows 
naturally since no other person 
would be given access to funds 
which could be taken and financial 
records which could be manipu- 
lated. He may be a bill collector, 
bookkeeper, cashier, treasurer or 
even the president of the victimized 
firm or organization. 

He will generally be an employee 
with relatively long service with 
his organization. This may be 
because he will have served several 
years before he realizes that its 
internal safeguards against fraud 
are weak. A further period of time 
may elapse before he decides to 
make his first false move. 

He is generally a first offender. 
If he is, he will probably plan 
secret restoration of the funds 
taken. He will frequently enter 
into speculative ventures to make 
the restitution possible. His plans 
will need to include some device 
which will enable him to conceal 
the return of the funds, possibly 
by reversing the book entries which 
concealed the theft originally. It is 
possible that the redoctoring of the 
records will be a more complicated 
procedure than the original con- 
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cealment. In at least one instance 
a shortage was uncovered because 
a job of reverse manipulation was 
clumsily done. 

There seems to be no clear 
pattern of personal characteristics, 
appearance, or business habits 
which might serve to identify an 
embezzler. Although fiction, and 
frequently fact, pictures the typical 
embezzler as a suave openhanded 
spender, incidents occur which show 
that the pattern is not dependable. 
In one particular case the offender 
didn’t measure up at all. 

He had a gruff, sour personality. 
It was a routine audit, but he 
practically ignored the auditors. 

He was strict with the employees 
in his department and very close 
with expense allowances and time- 
off policies. 

He rarely visited either haber- 
dasher or barber. 

His desk was covered deep with 
unfiled correspondence, working 
papers and closed ledger sheets. 

He bought no stocks, speculative 
or other, visited no racing arenas 
and avoided night clubs. 

After it was all over and his 
signed confession involving a 
$45,000 shortage was on file, it 
appeared that all of his money 
and all of his firm’s money which 
he took was spent for modest 
personal necessities, or was turned 
over to his family. His family was 
probably less conservative, however. 

Since there seems to be no 
identification tag on an embezzler, 


it is only natural that his employer 
and business associates will be 
surprised and shocked when a 
shortage is uncovered. They men- 
tion frequently that his books were 
in balance, that he was industrious 
and that his actions prior to the 
discovery of the shortage indicated 
no guilt. Everyone seems to be 
astonished that these operations 
continued for so long a _ period 
before detection. 

Once funds have been recorded, 
the embezzler who steals cash or 
other assets must bring his accounts 
into balance to avoid early detec- 
tion. He is aware of the fact that 
there are four general classes of 
accounts which can be manipu- 
lated. He must effect entries which 
will accomplish one or more of the 
following: 

An increase (debit) of asset or expense ac- 


count balances 
or 


A reduction (debit) of liabilities or income 
account balances. 

The lanes of approach are varied 
almost without end and he must 
select the avenue which appears to 
him to be least visible to the man- 
agement or to auditors. In banks 
the avenue seems to be through 
inactive deposit accounts—par- 
ticularly time deposits or through 
loan accounts by the dangerous 
method of forging notes receivable 
and other loan papers. Charging 
expense accounts in bank fund 
manipulations seems to be a method 
more susceptible to early detection. 
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In industrial concerns expense in- 
flation frequently conceals the 
theft. If the method is that of pay 
roll padding, the manipulation is 
effected simply by a charge to labor 
or salary expense. After the fic- 
titious entry has been made in the 
pay roll records and expense ac- 
counts and after the checks are 
taken by the embezzler, he still 
has the problem of endorsement 
forgery and the finding of a cashing 
medium. If material purchase ac- 
counts are inflated, he will need to 
devise a scheme to disguise or de- 
stroy the checks which will carry 
his endorsement. If a credit to a 
customer is withheld from the ac- 
counts receivable ledger, he must 
control the customers’ statements 
or risk having the customer dis- 
pute the balance. 

In most cases it seems that em- 
bezzlers are made, not born. They 
are not made intentionally but are 
usually made according to a recipe. 
If there were such a publication as 
“Embezzler Recipe Handbook for 
Employers” it might have a recipe 
like this: “Formula for Making a 
Mellow Embezzler.” 

First, stir the employee who is in a position 
of trust into an accounting department 
which is set up with little internal control 
and which violates at least a few rules of 
sound bookkeeping. 

If possible, underpay him. If this cannot 
be done, permit him to believe, neverthe- 
less, that he is underpaid. 

Next, as his employer, set a personal ex- 
ample of expensive living, in case the 


employee doesn’t already have such 
standards. 


Either curtail the internal audit program or 
discard it entirely. 


To accelerate the process, engage in a busi- 
ness which is on the borderline of sharp 
practice. This may be in the form of 
wide profit margins, discreet misrepre- 
sentation of merchandise, or an element of 
gambling on the side. Many embezzlers 
have been made, however, without this 
ingredient. 

The passage of time, then, should be all 
that is needed to complete the dish. 


The accelerator ingredient calls 
to mind an article on a gambling 
house in a popular magazine pub- 
lished recently. The writer pointed 
out that gambling establishments 
needed to work under tight sys- 
tems of fraud prevention, including 
watchers to discourage defalcations 
on the part of table operators. A 
cashier at a race track would con- 
ceivably be tempted more than a 
grocery store cashier. Country rail- 
road ticket agents, at one time, 
were particularly susceptible to 
temptation. This may be because 
they felt that they were remote from 
the home office. 

Revenues abstracted at the source 
or en route (such as theft of receipts 
in a retail store before they are rung 
up in a cash register) are very diffi- 
cult to detect by ordinary auditing 
methods. 

Shortages of funds, which have 
been temporarily concealed by re- 
cord manipulation, come to light 
under various circumstances, such 
as: 


When an employee who has previously de- 
clined to take a vacation is required to 
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take one, or when he takes an extended 
business trip and an alert fellow employee 
takes over his duties. 

When a change is made in record keeping 
routine such as a change from manually 
kept records to machine bookkeeping. 
Such a change resulted in the exposure of 
a recent bank embezzler. 


When subsidiary accounts are independently 
checked with control accounts. 


If an independent distribution is made of 
pay checks where pay roll padding exists. 


Where expenses for various periods are com- 
pared in detail to disclose unwarranted 
increases in certain expenses. 


If, in the case of customer account manipula- 
tion, an independent confirmation of re- 
ceivables is put into effect. 

When a systematic internal audit program 
is instituted. 

After a shortage has been dis- 
covered, Officials of the company 
and their auditors confer with the 
suspect, if available, usually after 
business hours, in an attempt to 
determine both the amount of the 
shortage and the mode of opera- 
tion. The suspect will sometimes 
help, but often will admit default 
only when he is confronted with 
proof in the form of records in his 
own handwriting. It is a time of 
agony for his employer, as well as 
for him. His employer is embar- 
rassed for he may need to explain 
to a board of directors or other 
management body how such a thing 
could have happened. At the time 
the first positive evidence is shown 
to the defaulter he is very upset 
and can usually be induced to sign 
a confession. At a later date he 


usually regains a measure of con- 
fidence and a signed confession 
may not be obtainable. 

At any rate, accounting for a 
shortage is accounting in reverse, 
and is a slow, discouraging task, 
particularly if the defaulter has ab- 
sconded or is no longer alive. 
When auditors try to establish the 
amount of a shortage they fre- 
quently spend some time attempt- 
ing to locate the “little black 
book.” This is an auditor’s pet 
name for a record the embezzler 
may have used as a private memo 
of his manipulations. Unfortu- 
nately this record, if one is kept, is 
usually lost before the auditors 
arrive and the investigation will 
need to be made the hard way. 
At any rate, in an involved defal- 
cation, the private record might 
become as complicated as the regu- 
lar books of account. 

Even if the loss is covered by 
insurance the confusion caused by 
a shortage is costly. The financial 
officers and frequently the chief 
executive or proprietor are in a 
state of nervous apprehension for a 
long time. Usually innocent em- 
ployees are under suspicion. Many 
are offended by what they believe 
to be uncalled for audit and scrutiny. 

No discussion of embezzlements 
can be considered complete without 
the citation of a few illustrative 
cases. In most actual cases the de- 
tection of the fraud, the determina- 
tion of the amount involved and 
the method used is preceded by 
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a long series of “‘blind alley’ ap- 
proaches, personal interviews and 
record inspection. 

A few actual cases of embezzlers, 
both medium and choice, are enum- 
erated herewith, but to avoid cloud- 
ing the main issues and reader 
interest, the discussion of the fol- 
lowing cases is generally limited to 
little more than a summation of 
detection and prevention methods. 
Initials only are used to designate 
victimized organizations, although 
all cases cited are actual. 


A Company: This was a simple 
operation engineered by the non- 
stockholding manager of a farm 
produce cooperative. He issued 
extra salary checks to himself and 
his bookkeeper. The shortage was 
discovered by the process of com- 
paring salary authorizations with 
the total of checks issued. He was 
forgiven and kept his position, but 
a few years later went into high 
gear by shipping several carloads of 
the cooperative’s grain (over $20,000 
in value) on his own account. 
Neither the receipt nor shipment of 
the produce was ever entered in the 
accounts. It was disclosed when 
local freight house records of ship- 
ments were checked in a routine 
audit. 


B Corporation: This shortage was 
discovered when the raising of petty 
cash expense tickets was carelessly 
done. These tickets were executed 
in pencil and amounts were ex- 
pressed in figures only. This dis- 


covery also led to an investigation 
of scrap sales, the proceeds of which 
were kept in the cash till if they 
were in the form of checks, but 
were generally misappropriated by 
the cashier if they were in the form 
of cash. Persistent inquiry at the 
office of the scrap dealer disclosed 
purchases of scrap substantially in 
excess of that reported by the 
cashier. 

Preventative procedure would 
have included a fixed policy of fund 
reimbursement by company check 
only upon submission of properly 
supported expense reports. Cash 
tickets should have been typed or 
executed in ink with all amounts 
spelled out, as well as stated in 
figures, to discourage raising. They 
should also have been clearly 
stamped to prevent their reuse. 


C Mfg. Co.: This company had 
over 500 equipment sales, installa- 
tion and service branches through- 
out the United States. Many ac- 
counts were evidenced by long- 
term installment contracts. From 
30 to 50 (collectors, cashiers or 
branch managers) out of a total of 
some 3,000 employees defaulted 
annually. Concealment was ac- 
complished in the usual way (some- 
times called lapping)—that of de- 
laying the reporting of installment 
collection, and offsetting at a re- 
mote future date with new collec- 
tions. Then new collections in like 
amount would be withheld from 
the reports. The shortages were 
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almost invariably uncovered by a 
systematic home office program of 
independent account balance veri- 
fication with installment customers. 
Many customers did not reply to 
the confirmation letters, but two or 
more nonconforming replies in one 
branch office area usually stirred 
the home office auditor into rapid 
action. It appeared that defaulting 
employees were not aware of the 
systematic policy of independent 
confirmation of installment account 
balances. The remoteness of the 
home office seemed to lead these 
employees to believe the withhold- 
ing of account collections would 
not be discovered. 


D Company: The chief clerk in 
the company’s division office was 
also the cashier. A large amount of 
cash from the various factory cafe- 
terias in the district, plus checks 
cashed for employees, came through 
his department daily. A separate 
petty cash bank account was main- 
tained, but there appeared to be no 
policy which excluded checks from 
customers from the deposits to this 
account, although there was also a 
depositary account which was in- 
tended to receive only customers’ 
remittances. It was subject to 
withdrawal by check only by the 
home office. 

The cashier abstracted cafeteria 
receipts exactly equal in amount to 
a customer’s remittance check. The 
remittance check would be de- 
posited in the petty cash bank 


account so as to keep it in balance. 
Credit to the customer would be 
made weeks or months later, at 
which time cash would be deposited 
to cover. The cash so deposited 
would come from the cash box, 
which in turn would be reimbursed 
by a current customer’s remittance 
check. The shortage was disclosed 
when customers who received quan- 
tity discounts for purchases paid 
for within 30 days complained that 
they were short changed on their 
discounts, and also claimed that 
they had remitted promptly. The 
loss, covered by surety bond, was 
approximately $50,000. This em- 
bezzlement might have been pre- 
vented (1) by instructing the bank 
to accept no checks made payable 
to the company in the company’s 
petty cash bank account, (2) by 
making surprise petty cash veri- 
fications at various dates, and 
(3) by independent confirmation of 
customer account balances as of the 
dates of the petty cash counts. 
The surety company was on the 
trail of this absconder for almost 
seven years before he was caught. 


E Company: The president of 
this company, who was a prom- 
inent industrial, social and political 
figure in his state, borrowed large 
sums personally from Bank A. He 
usually lost this money through 
rash security speculation and would 
meet the principal and interest 
maturities by borrowing the re- 
quired amount, in the name of the 
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corporation, from Banks B, C or D 
located elsewhere, requesting the 
full amount of the loan in the form 
of a check made payable to Bank A. 
If possible, cash would be obtained 
immediately by execution of a new 
note payable to Bank A. If re- 
newals at Bank A could not be 
negotiated, Bank E would be ap- 
proached and its loan would be in 
the form of a check made payable 
to B, Cor D. A post office box was 
maintained by the company in the 
city where the company’s general 
office was located and the default- 
ing president always picked up the 
mail (to keep better control of in- 
coming mail, he said). No other 
employee had access to the post 
office box. He could thus extract 
principal and interest notices from 
the various banks, many covering 
the fraudulent loans. All of such 
notices, of course, were addressed 
to the corporation. Other em- 
ployees were apparently unaware 
of these borrowings. 

This wholesale borrowing from 
more than fifteen banks was pos- 
sible only because he was a prom- 
inent business and political figure 
and appeared to be able to con- 
vince the banks that certified finan- 
cial statements were not necessary. 
The corporation’s name finally ap- 
peared on $1,080,000 of notes to 
banks, but only a total of $320,000 
in liability to banks appeared on 
the company’s financial statement. 
Fraud was suspected when two of 
the bankers in casual conversation 





ascertained that they and one other 
bank they knew of held about 
$400,000, in the aggregate, of notes 
signed by the company. This was 
$80,000 more than the current 
management statement showed. 

The president was called on the 
phone by one of the bankers at 
about the same time auditors were 
engaged by another one of the 
bankers. However, he committed 
suicide a day before the auditors 
arrived. The little black book, if any, 
was eagerly sought but never found. 

Letters were sent to all of the 
company’s regular banks to ascer- 
tain if liabilities existed. Many 
loans were made by banks who 
never required certified copies of 
directors’ loan resolutions. Others 
had none in their files although they 
believed they once had them. Fi- 
nally letters were sent to all banks 
in the general trade area of the 
company. An alternative would 
have been a public advertising to 
locate creditors of the company. 
This was a case of an embezzler 
who was created (under a special 
recipe) by both his company andits 
creditors. 


F Management Co.: This was a 
simple case of building tenant rental 
withholding by the management 
company’s chief accountant, and 
subsequent substitution of receipts 
in like amount. It was made pos- 
sible by the management, which 
appeared to be reluctant to either 
confirm rental accounts or to press 
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tenants whose accounts appeared 
to be delinquent. It was uncovered 
when a statement showing a past 
due rental was sent out without the 
accountant’s knowledge. The de- 
faulter also committed suicide the 
day before the auditors were called 
in to investigate suspicious circum- 
stances. His little black book, if it 
could have been found, would have 
saved the auditors a long, nerve- 
wracking investigation. 


G Store: A claims department 
employee in a large department 
store embezzled for over fifteen 
years without detection. He period- 
ically submitted fictitious refund 
claims, frequently with genuine 
customers’ names, and induced a 
superior official to allow him to 
handle the refund checks for mail- 
ing. He then forged endorsements 
and cashed these checks. This de- 
falcation was not discovered pos- 
sibly because the individual 
amounts were relatively small, 
though numerous, and because he 
was given the opportunity to handle 
the checks after their execution. 

Preventive measures would have 
included (1) the inspection of the 
customer’s account by the official 
signing the check, (2) occasional 
independent confirmation of such 
transactions with the customers, 
and (3) a fixed policy of check 
mailing by a person not connected 
with the claims department. 


H Mfg. Co.: The comptroller of 
this company noticed on one oc- 


casion that the treasurer, who was 
the principal check signer, exe- 
cuted a check accompanied by 
invoice and receiving slip but on 
which the vendor’s name was acci- 
dently omitted. This weakness in 
internal control suggested to the 
comptroller, who incidentally had 
very expensive tastes, an embezzle- 
ment opportunity. Thereafter, on 
frequent occasions, particularly if 
the check signer appeared to be 
about to leave the office, he hurried 
in with numerous checks to be 
signed. The checks would be com- 
plete with attachments, but one 
would have the vendor’s name 
omitted. Frequently this check 
would be accompanied by an invoice 
which had been previously paid 
(but not so marked) and would 
always be a well known carload lot 
steel supplier. He would post this 
disbursement, together with others, 
in the voucher register, entering the 
name of the vendor and charging 
purchase account. He would then 
enter his name on the check and 
cash it. He always attended to the 
examination of returned checks and 
bank balance reconciliations him- 
self. Ordinarily his secretary picked 
up the paid checks at the bank, but 
on the month end following such 
manipulation he would inform his 
secretary that he would secure the 
checks that month himself. He 
would then abstract the check paid 
to himself and destroy it. It was 
disclosed by accident through a 
revenge maneuver by his secretary. 





————ee 
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It appears that he transferred his 
social attentions from this em- 
ployee to another. The slighted em- 
ployee seized the very first oppor- 
tunity to pick up the bank checks 
but was unable, for some reason, 
even after examining the checks, to 
connect the fact of paid checks 
bearing the comptroller’s endorse- 
ment with the possibility of ir- 
regularity. However, she gave the 
checks to the treasurer with a 
broad suggestion that something 
must be wrong. The bundle of 
checks was large but the treasurer’s 
comprehension time was an easy 
par of 114 minutes. 

This would probably have been 
prevented by ordinary care on the 
part of the check signer who should 
have insisted on full execution of 
the check as to payee and proper 
marking of paid bills. This em- 
bezzlement occurred prior to the 
time of the practice of bank micro- 
filming of checks. Such a record 
would have helped the auditors in 
their work of establishing the cor- 
rect amount of the loss. 


I Union: This was a case in 
which a business agent for a labor 
union collected dues at places of 
operation of several building con- 
tractors who hired journeymen 
under the auspices of the U. S. 
Civil Works Administration. He 
kept a substantial part of the cash 
collected and tore up serially- 
numbered receipt book stubs to 
match. Fraud was suspected when 


he purchased two fine, expensive 
cars and took a luxurious vacation 
trip within four months. The 
amount was estimated by reference 
to the outside printer’s record of 
receipt books issued to the union. 

A system of dues collection by the 
employer through pay roll with- 
holding (checkoff) and remittance 
by check to the union rather than 
to a person, might have discouraged 
this defaulter. 


J City Water Department: This 
was a simple case of withholding 
credit as collections were made from 
water sales from certain customers 
to equal the amount of cash ab- 
stracted from the till and restoring 
it at a later date. From a remote 
unnamed hideout the absconder 
announced, through his counsel, 
that he would fight prosecution in 
the courts. The plaintiff and their 
auditors spent many worried days 
trying to prepare a case that would 
be tried probably before a panel of 
uninformed laymen. The attorney 
for the city said that proving an 
“account lapping’ case before a 
jury would be a nightmare. It was 
somewhat simplified when the em- 
ployee’s counsel announced later 
(and furnished proof) that the em- 
bezzler had hanged himself in a west 
coast hotel room. 

A central cashier’s office was im- 
mediately instituted in the city 
hall, to replace some twelve separ- 
ate loosely-operated fee collection 
operations. A careful check of fee 
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stub books followed. A policy of 
independent water department ac- 
count confirmation was also insti- 
tuted. 


K Co.: Among the duties of an 
accounts payable clerk was that of 
preparing checks, sometimes with 
proper attachments, for signing by 
an official of the company. This 
official appeared to be somewhat 
confused by the large volume of 
material passing through his hands 
and did not always require com- 
plete vouchers. The clerk accom- 
plished his manipulations by tam- 
pering with purchase invoice pencil 
notations relating to cash discounts, 
effecting a reduction in amounts to 
be credited to discount earned. 
Such amounts withheld would be 
included in checks made payable to 
his grocer, which were used in part 
to pay personal bills and in part for 
cash. The fraud was concealed by 
devious charges and credits, the 
final charge for which would always 
effect a reduction in purchase dis- 
counts earned. These manipula- 
tions would invariably be made at 
least two months prior or subse- 
quent to the date of the balance 
sheet. 

The fact that a large number of 
the checks were made in equal 
round amounts aroused the sus- 
picions of the comptroller, who was 
examining certain vendors’ accounts 
for other reasons. This type of 
manipulation, not ordinarily un- 
covered by usual auditing means, 


might go undetected for a long time 
under similar circumstances, par- 
ticularly if the amounts of the 
checks misappropriated were in odd 
amounts. 


M Co.: In this case the embezzler 
was the treasurer of the company 
(he was the “nontypical’’ case 
mentioned early in this paper) and 
his brother was the president. The 
president held about 20 percent of 
the company’s common stock. He 
was selling a portion of his personal 
stock holdings to numerous em- 
ployees under an intermittent in- 
formal installment arrangement. 
His personal account, besides car- 
rying the stock transactions, was 
cluttered with numerous personal 
charges for drawings and credits. 
The embezzler did not charge 
““expense’’ for any of the $45,000 in 
cash withdrawals for which he later 
manipulated accounts, but always 
permitted his account to receive the 
charge for checks issued to him. At 
each time his personal account 
balance would approximate $11,000, 
he would charge his brother’s ac- 
count (frequently after numerous 
intermediary charges and credits) 
and credit his own account. His 
brother’s personal account carried 
in a subsidiary ledger had not been 
analyzed or closed for many years. 
There had been a restricted audit of 
the accounts for several years dur- 
ing the time the embezzler was 
functioning. The closed transfer 
ledger sheets containing the credit 
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to the defaulter’s account and 
journal vouchers underlying the 
entry were not in any of the regular 
files, but were included in an enor- 
mous heap of papers on his desk. 
Auditors, led over devious trails by 
their suspicions, finally decided that 
a portion of the answer might be 
somewhere on the treasurer’s desk, 
and it was. 

This fraud, not involving any at- 
tempt to charge expense accounts, 
was uncovered by a balance sheet 
audit. The lure to this audacious 
manipulation was possibly the con- 
dition of the combination stock sale 
and personal account carried in the 
name of his brother, the president 
of the company. 

This loss, in common with a 
majority of the losses discussed in 
this paper, was not covered by 
insurance. 


N Company: If full exploitation 
of ways and means is a criterion, 
this case should be considered 
choice. This defaulter was comp- 
troller and treasurer of an equip- 
ment manufacturing company. He 
used so many methods of shortage 
concealment that it seems impos- 
sible that he could have been a 
first time offender. He 
Padded pay rolls indiscriminately, includ- 

ing names of past, present and non- 

existent employees. 
Raised regular petty cash slips and fabri- 
cated brand new ones. 
Set up an imaginary corporation, complete 
with engraved letterheads, bill heads, etc., 
which submitted bills and received pay- 
ment therefor. 


Issued checks to nonexistent customers for 
imaginary freight refunds and deposited 
these checks, fraudulently endorsed, in the 
account of the dummy corporation. To 
cover, he charged a badly cluttered 
“Freight Reserve Account.” This account 
included liabilities which existed in fact 
but which might never be drawn against. 

Lapped customers’ remittances and credits. 


Caused merchandise purchased for him to 
be charged to various cost of sales ac- 
counts. 


Received reimbursement for expenses of a 
vacation trip (including the cost of a car) 
and charged sales department promotion 
expense. 


Padded car mileage personal expense reports 
in minor amounts. 


Obviously, the internal account- 
ing control was as weak as the de- 
faulter was bold. 

Investigation was begun through 
a purely chance remark intended 
only to be amusing. A factory 
superintendent, loitering at the 
temporarily vacated desk of the 
defaulter, was asked by a pay roll 
clerk if he was looking for some- 
thing. His reply was, “Oh, don’t 
you know, I am an expert ac- 
countant.”’ The pay roll clerk, who 
had benefited to a minor degree 
by an unauthorized increase in pay, 
rose in alarm and begged the plant 
executive to accompany him to the 
president’s office to tell all. All 
wasn’t much, but it led to the proper 
line of full inquiry. Three months 
of concentrated effort on the part of 
the auditors disclosed fraud in the 
total amount of $85,000, carried 
out over a period of three years. 
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What is the public accountant’s 
position and responsibility with 
respect to the detection of defal- 
cations and other irregularities of 
the same general nature? Many 
years ago, examinations made by 
public accountants were largely for 
the purpose of detecting fraud and 
similar irregularities. It has now 
become generally recognized that 
the responsibility for the installa- 
tion and maintenance of a system 
of internal control such as will 
minimize and provide reasonable 
assurance of discovery of such 
things as defalcations lies with 
management. Most examinations 
made today by public accountants 


are for the purpose of expressing 
an opinion concerning the financial 
position and results of operations of 
acompany. The public accountant 
reviews and evaluates the system of 
internal control maintained by his 
client as the basis for his reliance 
thereon and to determine the extent 
to which he believes his audit tests 
may be restricted. Such an examin- 
ation, while enabling the public ac- 
countant to suggest improvements 
in the company’s system of internal 
control, cannot be relied upon to 
disclose defalcations and other ir- 
regularities of the same general 
nature. 





Current Renegotiation Legislation 


(Continued from page 12) 


A careful examination of the 
statutory factors (see page 10) 
upon which a determination of 
excessive profits must be based, 
will show that a great part of the 
information which the Renego- 
tiation Board will require to under- 
stand the contractor’s performance 
in relation to these standards, is 
either of an accounting nature or 
may be expressed in figures. While 
in many cases the Renegotiation 
Board will have access from its 
own sources to information upon 
which to judge the performance of 
the contractor, there is always a 





large amount of information which 
must come only from the con- 
tractor; the assembly and presenta- 
tion of this information often 
becomes the responsibility of the 
accountant. 

Since renegotiation is concerned 
with profits, and profits are 
measured by means of accounting 
methods, the importance of ac- 
counting in renegotiation cannot be 
overemphasized. Having available 
the necessary accounting informa- 
tion will continue to be of para- 
mount importance to contractors 
as long as renegotiation exists. 
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On January 4, 1951, Henry S. 
Kreider, of the Philadelphia Office, 
completed forty years’ association 
with the Firm. The occasion was 
celebrated the following day at a 
luncheon, with Mr. Ross officiating 
at the Firm’s presentation to Henry 
of a silver tea service to commem- 


graph of the presentation is shown 
on the opposite page. 


A Good Report 
The importance of a clear, read- 
able and understandable report is 
continuously stressed by the ac- 
(Continued on page 30) 
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Notes 


Herbert Glenn Huffmon, a Man- 
ager in the Detroit office and 
member of the firm’s Quarter 
Century Club, passed away on 
March 26, 1951 at the age of 56. 
He received his accounting educa- 
tion at the University of Missouri 
and the Detroit Institute of Tech- 
nology and taught accounting for 
seven years at the latter institu- 
tion. His CPA degree was ob- 
tained in Michigan in 1928; he was 
a member of the American Insti- 
tute of Accountants, the Michigan 
Association of Certified Public Ac- 
countants and the National Associ- 
ation of Cost Accountants. For the 
past three and one-half years he was 
Secretary of the Michigan State 
Board of Accountancy. 

A letter from a former staff 
member pays him a well-deserved 
tribute: 

“There are many things that could be 
said of Glenn, but two stand out in my 
thoughts. The first was his dependability 
and the second his consideration for others. 
His dependability was not just that of doing 
what was assigned, but extended to recog- 
nizing the need and the willingness to help 
whenever he could. His consideration for 
others was so strong that he would go out of 
his way to do a kind deed or say a kind 
word when others who were closer might 
not even recognize the occasion; it was so 
natural that it surprised him to receive 


thanks.”’ 
Ae One cRE 


All of those who knew Ralph T. 
Hand, a member of our Philadel- 


phia staff since July, 1924, were 
greatly shocked and saddened by 
his untimely death on March 20, 
1951, at the age of 51. 

Although he had not fully re- 
covered from his serious illness of 
two years ago, recently he seemed 
so much better that it was hoped 
that he would soon be his old self 
again. 

His calm and pleasing person- 
ality, outstanding ability and good 
judgment in his work, and his 
great integrity, won him a host of 
friends and the high regard of the 
clients he served. We all shall miss 
him very much, particularly those 
of us who had the privilege of 
working with him closely over the 
years. 

Our deepest sympathy is ex- 
tended to his wife and son, a senior 
at Dartmouth College, in their 
great loss. 

oo manmiermaaneret 


Baltimore Office 


Mr. Staub has been nominated 
Treasurer of the Maryland Asso- 
ciation of Certified Public Account- 
ants for the next fiscal year. 


Boston Office 


Members of the Quarter Century 
Club of the Boston Office were 
guests of the partners at a luncheon 
on January 6th, at the Union Club 
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of Boston. Four new members, 
Messrs. Buhler, Keefe, Lee and 
Parlin, were presented gold watches, 
suitably inscribed, in recognition of 
their twenty-five years’ association 
with the Boston Office. 

Massachusetts C.P.A. certificates 
have been received by: Cosmo Ca- 
moscio, Thomas J. Galligan, Jr., 
Donald R. McArdle, David T. 
Ramsay and Eric J. Stenholm. 

Since November, Mr. Herman 
Stuetzer, Jr. has given four talks on 
tax subjects before the Massachu- 
setts Society of C.P.A.’s, the Con- 
necticut Association of Public Ac- 
countants, the Boston Chapter of 
Tax Executives Institute and a 
radio audience under the auspices 
of N.A.C.A. He has also had ar- 
ticles in the Massachusetts Society 
“News Bulletin’ and in the New 
York University Tax Law Review. 

Mr. Stanley W. White was ap- 
pointed a member of the 1950-51 
Committee on College and Uni- 
versity Accounting of the American 
Institute of Accountants. Mr. 
Francis E. Moore has been reap- 
pointed a member of the Committee 
on Membership. 

Mr. Hunter is a member of the 
Massachusetts Society of Certified 
Public Accountants Committee on 
Permanent Office. 


Chicago Office 
Mr. Hawes is serving as a member 
of the Board of Governors and as 
Treasurer of The Highland Park 
Hospital Foundation, which oper- 


ates the hospital at Highland Park, 
Illinois. He was also recently 
elected Chairman of the Advisory 
Committee of the College of Com- 
merce of the University of Illinois. 
This committee is composed of 20 
business men and assists and ad- 
vises the college with respect to its 
various problems. 

Mr. Julian O. Phelps spoke at the 
Federal Tax Conference of the 
University of Chicago on November 
3, 1950 on the subject “Unusual 
Accounting Questions.’ On Febru- 
ary 6, 1951 he was a member of the 
panel which discussed the relief 
provisions of the Excess Profits Tax 
Act at the luncheon meeting for 
businessmen sponsored by the IIli- 
nois Society of Certified Public 
Accountants. His article on ‘Relief 
under Section 721” which appeared 
in the March, 1950issue of ‘“Taxes’’ 
was cited in the Tax Court decision 
in Sommerfield Machine Co. (15 
T.C. No. 64). 


Cincinnati Office 


Mr. Paul E. Englehart has re- 
ceived his Ohio C.P.A. certificate. 

On February 14th, Mr. W. K. 
Waterfield addressed a group of 
Withrow High School students on 
“Public Accounting as a Career.” 
This talk was given as a part of the 
four-day period of Vocational Guid- 
ance Conferences. 

Mr. A. J. Starr recently dis- 
cussed, “Determination of the Ex- 
cess Profits Credit—Based on In- 
come’”’ before the Cincinnati Chap- 
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ter, Ohio Society of Certified Public 
Accountants. 

On February 28th, Mr. S. L. 
McCormick gave a talk on the 
Excess Profits Tax Act of 1950 
before the Cincinnati Chapter of 
The Institute of Internal Auditors, 


Detroit Office 


Mr. John J. Fox is a member of 
the discussion panel on Current 
Accounting and spoke on “Neces- 
sity Certificates’ at the April 12th 
meeting of the Michigan Associa- 
tion of C.P.A.’s. 

Mr. George W. Bradley is Presi- 
dent of the Council of the Village of 
Romeo, Michigan. 


Houston Office 


Mr. W. P. Crouch spoke at the 
University of Houston Third An- 
nual Career Day (March 8, 1951) 
on the subject, “Careers in Ac- 
counting.” 


Louisville Office 


Messrs. Orion T. Eskew, Jr. and 
Allen R. French have obtained 
their Kentucky C.P.A. certificates. 

Mr. Curtis J. French has been 
elected to membership in the Ameri- 
can Institute of Accountants. 


Los Angeles Office 


Mr. Warner spoke at a meeting 
of the American Society for Ad- 
vancement of Management, Los 


Angeles Chapter, in December, on 
“Responsibilities of the Certified 
Public Accountant.” 


Mr. Bowles spoke at the Sertoma 
Club of Hollywood on the subject 
of “Inflation and Salaries,”’ and at 
a joint meeting of the Controllers’ 
Institute and Institute of Internal 
Auditors in January, 1951, on the 
subject of “The Internal Auditor 
and the Controller.” 


Mr. C. A. Pearson attended the 
California Tax Institute in San 
Francisco as a representative of 
this office, and on January 19th, 
spoke to the Folding Paper Box 
Association on recent tax develop- 
ments. 

Miss Kay Moore, Office Secre- 
tary, is co-editor of the “Scratch 
Pad,” publication of the American 
Society of Women Accountants. 


New York Office 


Mr. Jennings spoke in Rochester 
before the local chapter of New 
York State Society of C.P.A.’s on 
“Auditing Procedure Statement 
yang 

Mr. Bardes addressed the Cleve- 
land Chapter, National Association 
of Cost Accountants, on February 
15, 1951 on the Excess Profits Tax 
Act of 1950. He also spoke to the 
Advertising Agency Group of the 
New York Credit & Financial 
Management Association on Feb- 
ruary 28th on “Highlights of the 
Excess Profits Tax.” 
































Notes 





29 





Philadelphia Office 


Mr. Harry G. Thomas addressed 
the students at Columbia Institute, 
Philadelphia, on the subject of 
“The Opportunities of Accounting 
as a Profession,” on January 11, 
1951. 

Mr. Mahon on January 19th par- 
ticipated in a panel discussion on 
“Excess Profits Taxes’? conducted 
by the Pennsylvania Tax Institute 
at the Sylvania Hotel, Philadelphia. 

Mr. James E. Gelbert on Febru- 
ary 8th addressed the Birmingham 
Control of the Controllers’ Insti- 
tute of America on the subject of 
“The Excess Profits Tax Act of 
1950.”” He also took part in a 
radio program on Station WFIL on 
February 27th on the subject of 
“Personal Income Taxes,” which 
was sponsored by the Philadelphia 
Chapters of the National Associ- 
ationof Cost Accountants andofthe 
Pennsylvania Institute of Certified 
Public Accountants. 


Mr. Anthony J. Dilenno spoke 
at a luncheon meeting of The 
Exchange Club, Philadelphia, on 
February 27th, on the subject of 
“Individual Taxes,’’ which was fol- 
lowed by a spirited discussion on 
the subject. 

Mr. William F. Scheid, Jr., ad- 
dressed the accounting students and 
staff members and participated in 
a panel discussion at Lehigh Uni- 
versity on March 22nd on the 
subject ‘““Tax Accounting and Public 
Accounting as a Career.” 





Since January, Mr. Joseph C. 
Dise has been instructing an even- 
ing class in accounting for the 
Philadelphia Chapter of the Ameri- 
can Institute of Banking. 


January 3, 1951, was ‘Ladies’ 
Night’”’ for the Philadelphia Office. 
Twenty-five of the girls joined to- 
gether for dinner and an enjoyable 
evening at the Ice Follies. 


The list of officers and committees 
of the American Institute of Ac- 
countants for the year 1950-1951 
includes the following from the 
Philadelphia office: 


Mr. T. Edward Ross—Committee on His- 
tory. 

Mr. Carl H. Zipf—Member of Council. 

Mr. Harry C. Zug—Philadelphia representa- 
tive, Committee on Membership. 


The following members of our 
staff successfully passed the Penn- 
sylvania C.P.A. examinations last 
November and are eligible for 
C.P.A. certificates: 


Raymond H. Abel 
Robert L. Benson 
John H. Craemer 
Harry S. Derbyshire 
Charles J. Earling, Jr. 
Robert S. Haas 
William P. McGann 
Robert A. Paczulla 
Lloyd S. Mortimer 
Charles I. Schwendeman 
Richard W. Stephens 
Sumner W. Stevenson 
Robert A. Vitale 
Richard J. Wakeman 
Samuel Wetherald 
Frederick J. Wonsetler 
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San Francisco 


Mr. Sam M. Bloomer passed the 
November C.P.A. examination. 

Mr. Carter P. Thatcher, one of 
our younger staff members, in addi- 
tion to having passed the C.P.A. 
examination last year has now also 
passed the California Bar examina- 
tion. 


The following members of the 
staff have been recalled (*) or have 
joined the Armed Services in recent 
months: 

Baltimore Office: 
William H. Fisher 
Donald R. Virgil* 

Chicago Office: 


George E. Wilkerson, Jr.* 
William F. Sheehan 


Dallas Office: 


James R. Clark 
Richard Mulberry, Jr.* 


Detroit Office: 
Carl C. Rowley 
James Colby* 


Louisville Office: 
Thomas K. Baer* 


Philadelphia Office: 


Robert A. Harner 
Norman F. Rudderow* 


New York Office: 


John F. Antoniazzi* 
Fred C. Deisher 
Joseph H. Fina* 
Alfred J. Krupka* 
Warren A. Reich 
Robert N. Thompson* 
James D. Davidson 


Editorials 


(Conlinued from page 25) 


counting profession generally and 
by the firm in its day-to-day deal- 
ings with its clients and in its 
instructions to its staff. An article 
by Mr. E. J. Taylor entitled, 
“The Auditor Makes His Report’’ 
(December, 1950 issue of the L. R. 
B. & M. JOURNAL) contained num- 
erous suggestions for better report 


CTR 


writing. The followingdefinition of 
a good report recently came to our 
attention, which seems admirably 
to describe, in a concise manner, 
the objectives of good reporting: 


“The importance and significance of a 
report lies in how clearly and sharply it 
reveals the knowledge and thinking of the 
writer and the degree to which it estab- 
lishes contact with the mind of the reader.”’ 
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